REPORT OF THE AUDITOR-GENERAL TO THE EASTERN CAPE PROVINCIAL 
LEGISLATURE AND THE COUNCIL ON THE FINANCIAL STATEMENTS AND 
PERFORMANCE INFORMATION OF PORT ST JOHNS MUNICIPALITY FOR THE YEAR 
ENDED 30 JUNE 2009 

REPORT ON THE FINANCIAL STATEMENTS 
Introduction 

1. I have audited the accompanying financial statements of the Port St Johns Municipality 
which comprise the appropriation statement, the statement of financial position as at 
30 June 2009, and the statement of financial performance, the statement of changes in 
net assets and the cash flow statement for the year then ended, and a summary of 
significant accounting policies and other explanatory notes, as set out on pages [xx] to 

[XX]. 


The accounting officer’s responsibility for the financial statements 

2. The accounting officer is responsible for the preparation and fair presentation of these 
financial statements in accordance with the Statements of Generally Recognised 
Accounting Practice (Statements of GRAP) and in the manner required by the Municipal 
Finance Management Act, 2003 (Act No. 56 of 2003) (MFMA), and for such internal 
control as the accounting officer determines is necessary to enable the preparation of 
financial statements that are free from material misstatement, whether due to fraud or 
error. 


The Auditor-General’s responsibility 

3. As required by section 188 of the Constitution of the Republic of South Africa, 1996 
read with section 4 of the Public Audit Act, 2004 (Act No. 25 of 2004) (PAA) and section 
126(3) of the MFMA, my responsibility is to express an opinion on these financial 
statements based on my audit. 

4. I conducted my audit in accordance with the International Standards on Auditing read 
with General Notice 616 of 2008, issued in Government Gazette No. 31057 of 15 May 
2008. Those standards require that I comply with ethical requirements and plan and 
perform the audit to obtain reasonable assurance about whether the financial 
statements are free from material misstatement. 

5. An audit involves performing procedures to obtain audit evidence about the amounts 
and disclosures in the financial statements. The procedures selected depend on the 
auditor’s judgement, including the assessment of the risks of material misstatement of 
the financial statements, whether due to fraud or error. In making those risk 
assessments, the auditor considers internal control relevant to the entity’s preparation 
and fair presentation of the financial statements in order to design audit procedures that 
are appropriate in the circumstances, but not for the purpose of expressing an opinion 
on the effectiveness of the entity’s internal control. An audit also includes evaluating the 
appropriateness of accounting policies used and the reasonableness of accounting 
estimates made by management, as well as evaluating the overall presentation of the 
financial statements. 

6. Paragraph 11 et seq. of the Statement of Generally Recognised Accounting Practice, 
GRAP 1 Presentation of Financial Statements requires that financial reporting by 
entities shall provide information on whether resources were obtained and used in 
accordance with the legally adopted budget. As the budget reporting standard is not 
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effective for this financial year, I have determined that my audit of any disclosures made 
by the Port St Johns Municipality in this respect will be limited to reporting on non- 
compliance with this disclosure requirement. 

7. I believe that the audit evidence I have obtained is sufficient and appropriate to provide 
a basis for my audit opinion. 


Basis for qualified opinion 

Value Added Tax 

8. A difference of R 198,679 was identified between the vat control account and the 
VAT201 returns for the year, for which management could not provide an explanation 
for the difference. Further, discrepancies in vat input and output were identified during 
audit testing in that output vat on revenue was incorrectly calculated in certain 
instances, as well as input vat claimed on expenditure where suppliers’ invoices did not 
contain the suppliers’ VAT registration number. 

9. A Value Added Tax refund of R 5,180,593 is included in current assets on the 
Statement of Financial Position. The recoverability of this amount is questionable as a 
refund amount of R2, 030, 980 has been outstanding since the prior year and no refunds, 
or parts thereof, have been paid by South African Revenue Services (SARS). 


Material non-compliance with legislation 

10. Included in current liabilities, under creditors, is an amount of R 7,987,799 relating to 
payroll creditors. Included in this total is an amount of R 6,379,436 for a PAYE liability 
owed by the municipality to SARS. This liability arose as the municipality was 
experiencing cash flow problems and was not able to fund these payments to SARS. 
This represents material non-compliance with paragraph 2 of the Fourth Schedule of 
the Income Tax Act, 1962 (Act 58 of 1962) as well as section 65(2)(f) of the MFMA. 

11. Representations from management state that an agreement between SARS and the 
municipality has been made whereby SARS will withhold the VAT refund and offset this 
against PAYE liability. Documentary evidence was provided as proof of this agreement 
however, there was no confirmation of the amount that SARS has agreed to offset. 
Further, should the offset occur, a material balance will still remain, of which it is 
doubtful whether this amount will be paid by the municipality at the municipality is 
experiencing cash flow difficulties. 


Accounts payable 

12. An adjustment of R 290,340, reducing creditors and bank accordingly, was identified 
during audit testing on creditors. Adequate supporting documentation or explanations 
for this adjustment could not be provided by management. 


Financial instruments 

13. The municipality failed to comply with the provisions of the International Accounting 
Standards (IAS) 32 and 39 relating to the disclosure, recognition and measurement of 
financial instruments. It was not possible to assess the impact of such non-disclosure 
on the financial statements. Furthermore, the municipality did not comply with the 
disclosure requirements of the International Financial Reporting Standard (IFRS) 7, 
either in the statement of financial position or in the notes to the annual financial 
statements. 
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Qualified opinion 

14. In my opinion, except for the effects of the matters described in the Basis for qualified 
opinion paragraphs, the financial statements present fairly, in all material respects, the 
financial position of the Port St Johns Municipality as at 30 June 2009 and its financial 
performance and its cash flows for the year then ended, in accordance with the 
applicable reporting framework and in the manner required by the MFMA. 


Emphasis of matters 

I draw attention to the following matters on which I do not express a qualified opinion: 


Amendments to the applicable basis of accounting 

15. Government Notice No. 522 issued in Government Gazette No. 30013 of 29 June 2007 
delayed the implementation of certain aspects of the GRAP reporting framework, in 
terms of section 122(3) of the MFMA, for high and medium capacity municipalities until 
the 2008/09 reporting year. The municipality has adopted the standards of GRAP and 
has opted to make use of the Transitional Provisions as set out in Directive 4 as issued 
by the Accounting Standard Board (ASB). 

16. In the prior financial year, the municipality had elected to early adopt the standards of 
GRAP, GAMAP and SA GAAP and to utilize exemptions available to high capacity 
municipalities as listed in Annexure A of the abovementioned Gazette. The effects of 
the changes are included in note 19 to the annual financial statements - Change in 
Accounting Policy - Implementation of GRAP. 


Going concern 

17. The municipality is considered to be a going concern risk as it is highly dependent on 
Government Grants which constitutes 93% of total income for the municipality. In the 
event that government grants decrease significantly, the municipality may not be able to 
continue rendering basic services to the local community. 

18. 1 further draw attention to the fact that the municipality operated on an overdraft during 
the year, the balance at year end amounting R 1,473,008 as disclosed in note 12 of the 
financial statements. 

19. Due to the above going concern risks. Port St Johns Municipality will not be in a position 
to meet its obligations in the foreseeable future without financial support from 
government. This matter was also not disclosed in the financial statements. 


Consolidation of Port St Johns Development Agency 

20. Port St Johns Development Agency is a section 21 company incorporated by Industrial 
Development Corporation (IDC) for the purpose of managing tourism in Port St Johns. 
Uncertainty existed at the municipality about the ownership and control of the 
development agency, and as a result, the municipality has not accounted for the 
development agency as a municipal entity. However, the municipal manager is listed 
as a director of the company, and the municipality’s Local and Economic Development 
Manager is currently acting as CEO for the development agency. As a result, the 
municipality has control over the development agency and should account for it as a 
municipal entity. 

21. In terms of GRAP 6 - Consolidated and separate financial statements, the municipality 
has control over the development agency and the financial statements of the 
development agency should therefore be consolidated in the financial statements of the 
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municipality. However, the development agency has not prepared financial statements 
since its incorporation. 

22. Further, the municipality did not disclose in the notes to the financial statements details 
of the municipal entity as required in terms of section 125(l)(a) of the MFMA. 


Irregular and fruitless and wasteful expenditure 

23. As disclosed in note 24 to the financial statements, fruitless and wasteful expenditure to 
the amount of R 867,073 was incurred as a result of defaulting on payment terms due to 
the financial difficulties experienced by the municipality. 

24. Further, note 24 to the financial statements discloses irregular expenditure to the 
amount of R 1,862,611 relating to supply chain processes and procedures not being 
followed. 


Restatement of corresponding figures 

25. As disclosed in note 19 to the financial statements, the corresponding figures for the 
2007/08 financial year have been restated in the financial statements for the year ended 
30 June 2009 as a result of an error identified during the current financial year relating 
to the application of transitional provisions of Directive 4 relating to GRAP 17 - 
Property, plant and equipment. 


Prior period error 

26. During the current financial year, a prior period error relating to receivables was 
identified. This relates to a difference between the age analysis and the debtors 
control, as well as the reversal of uncleared historical credit balances in the debtors 
control account. This has been disclosed in note 21 to the financial statements. 

OTHER MATTERS 

I draw attention to the following matters that relate to my responsibilities in the audit of the 

financial statements: 

Unaudited supplementary schedules 

27. The municipality provided supplementary information in the financial statements on 
whether resources were obtained and used in accordance with the legally adopted 
budget, in accordance with GRAP 1 Presentation of Financial Statements. The 
supplementary budget information set out on pages XX to XX does not form part of the 
financial statements and is presented as additional information. Accordingly I do not 
express an opinion thereon. 


Non-compliance with applicable legislation 

28. The accounting officer did not comply with the following legislative requirements: 

Municipal Finance Management Act 

29. Section 64(2)(g) of the MFMA states that the accounting officer of the municipality must 
take all reasonable steps to ensure that the municipality charges interest on arrears, 
except where the council has granted exemptions in accordance with its budget-related 
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policies and within a prescribed framework. The municipality did not charge interest on 
any outstanding debtors for the year under review. 

30. In terms of section 65(2)(e) of the MFMA, the municipality is required to make payments 
within 30 days of receiving the relevant invoice or statement. The municipality failed to 
meet this requirement and expenditure relating to R 1,025,133 was paid after 30 days. 

31. Section 67 of the MFMA sets out legislative requirements to be enforced when funds 
are transferred to organisations, other than in the normal course of business. The 
municipality failed to formally address all the requirements in its dealings with other 
entities. 

Division of Revenue Act 

32. The municipality did not submit an evaluation of its performance to the transferring 
officer in respect of programmes or functions funded, or partially funded, by an 
allocation received by the municipality as required by section 12(6) of the DoRA. 

33. Section 28(1) of the DoRA states that any conditional allocation that is not spent at the 
end of the financial year reverts to the National Revenue Fund, unless the relevant 
receiving officer can prove to the satisfaction of the National Treasury that the unspent 
allocation is committed to identifiable projects. The municipality had unspent 
conditional grants amounting R 3,115,325 which were not maintained in separate bank 
accounts, but were included in the municipality’s primary bank account to reduce the 
bank overdraft. 


Governance framework 

34. The governance principles that impact the auditor's opinion on the financial statements 
are related to the responsibilities and practices exercised by the accounting officer and 
executive management and are reflected in the internal control deficiencies and key 
governance responsibilities addressed below: 

Internal control deficiencies 

35. Section 62(l)(c)(i) of the MFMA states that the accounting officer must ensure that the 
municipality has and maintains effective, efficient and transparent systems of financial 
and risk management and internal control. The table below depicts the root causes that 
gave rise to the deficiencies in the system of internal control, which led to the qualified 
opinion. The root causes are categorised according to the five components of an 
effective system of internal control. (The number listed per component can be followed 
with the legend below the table.) In some instances deficiencies exist in more than one 
internal control component. 


Par. no. 

Basis for qualified opinion 

CE 

RA 

CA 

1C 

M 

8 

A difference of R 198,679 was identified between the vat 
control account and the VAT201 returns for the year, for 
which management could not provide an explanation for 
the difference. 

5 





10 

Included in current liabilities, under creditors, is an 
amount of R 7,987,799 relating to payroll creditors. 
Included in this total is an amount of R 6,379,436 for a 
PAYE liability owed by the municipality to SARS. This 
liability arose as the municipality was experiencing cash 
flow problems and was not able to fund these payments 
to SARS. This represents material non-compliance with 
paragraph 2 of the Fourth Schedule of the Income Tax 
Act, 1962 (Act 58 of 1962) as well as section 65(2)(f) of 

5 
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the MFMA. 














36. The municipality has established control activities at the municipality. However, these 
controls are not always performed, or are overrided, which results in these controls not 
being effective. Further, there is a lack of monitoring by senior management to identify 
instances of controls being bypassed. 


Legend 

CE = Control environment 

The organisational structure does not address areas of responsibility and lines of reporting to support effective control over 
financial reporting. 

1 

Management and staff are not assigned appropriate levels of authority and responsibility to facilitate control over financial 
reporting. 

2 

Human resource policies do not facilitate effective recruitment and training, disciplining and supervision of personnel. 


Integrity and ethical values have not been developed and are not understood to set the standard for financial reporting. 

4 

The accounting officer/accounting authority does not exercise oversight responsibility over financial reporting and internal 
control. 


Management’s philosophy and operating style do not promote effective control over financial reporting. 


The entity does not have individuals competent in financial reporting and related matters. 

7 

RA = Risk assessment 

Management has not specified financial reporting objectives to enable the identification of risks to reliable financial 
reporting. 

1 

The entity does not identify risks to the achievement of financial reporting objectives. 


The entity does not analyse the likelihood and impact of the risks identified. 


The entity does not determine a risk strategy/action plan to manage identified risks. 

4 

The potential for material misstatement due to fraud is not considered. 

5 

CA = Control activities 

There is inadequate segregation of duties to prevent fraudulent data and asset misappropriation. 

1 

General information technology controls have not been designed to maintain the integrity of the information system and the 
security of the data. 

2 

Manual or automated controls are not designed to ensure that the transactions have occurred, are authorised, and are 
completely and accurately processed. 

3 

Actions are not taken to address risks to the achievement of financial reporting objectives. 

4 

Control activities are not selected and developed to mitigate risks over financial reporting. 

5 

Policies and procedures related to financial reporting are not established and communicated. 

6 

Realistic targets are not set for financial performance measures, which are in turn not linked to an effective reward system. 

7 

1C = Information and communication 

Pertinent information is not identified and captured in a form and time frame to support financial reporting. 

1 

Information required to implement internal control is not available to personnel to enable internal control responsibilities. 

2 

Communications do not enable and support the understanding and execution of internal control processes and 
responsibilities by personnel. 

3 

M = Monitoring 

Ongoing monitoring and supervision are not undertaken to enable an assessment of the effectiveness of internal control 
over financial reporting. 

1 

Neither reviews by internal audit or the audit committee nor self -assessments are evident. 

2 

Internal control deficiencies are not identified and communicated in a timely manner to allow for corrective action to be 
taken. 

3 


Key governance responsibilities 

37. The MFMA tasks the accounting officer with a number of responsibilities concerning 
financial and risk management and internal control. Fundamental to achieving this is the 
implementation of certain key governance responsibilities, which I have assessed as 
follows: 


No. 

Matter 

Y 

N 

Clear trail of supporting documentation that is easily available and provided in a timely manner 

1. 

No significant difficulties were experienced during the audit concerning 
delays or the availability of requested information. 



Quality of financial statements and related management information 

2. 

The financial statements were not subject to any material amendments 
resulting from the audit. 
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No. 

Matter 

Y 

N 

3. 

The annual report was submitted for consideration prior to the tabling of the 
auditor’s report. 



Timeliness of financial statements and management information 

4. 

The annual financial statements were submitted for auditing as per the 
legislated deadlines (section 126 of the MFMA). 



Availability of key officials during audit 

5. 

Key officials were available throughout the audit process. 



Development and compliance with risk management, effective internal control and governance practices 

6. 

Audit committee 




• The municipality had an audit committee in operation throughout the 
financial year. 



• The audit committee operates in accordance with approved, written 
terms of reference. 



• The audit committee substantially fulfilled its responsibilities for the 
year, as set out in section 166(2) of the MFMA. 



7. 

Internal audit 




• The municipality had an internal audit function in operation throughout 
the financial year. 



• The internal audit function operates in terms of an approved internal 
audit plan. 



• The internal audit function substantially fulfilled its responsibilities for 
the year, as set out in section 165(2) of the MFMA. 



8. 

There are no significant deficiencies in the design and implementation of 
internal control in respect of financial and risk management. 



9. 

There are no significant deficiencies in the design and implementation of 
internal control in respect of compliance with applicable laws and 
regulations. 



10. 

The information systems were appropriate to facilitate the preparation of 
the financial statements. 



11. 

A risk assessment was conducted on a regular basis and a risk 
management strategy, which includes a fraud prevention plan, is 
documented and used as set out in section 62(l)(c)(i) of the MFMA. 



12. 

Delegations of responsibility are in place, as set out in section 79 of the 
MFMA. 



Follow-up of audit findings 

13. 

The prior year audit findings have been substantially addressed. 



14. 

SCOPA resolutions have been substantially implemented. 



Issues relating to the reporting of performance information 

15. 

The information systems were appropriate to facilitate the preparation of a 
performance report that is accurate and complete. 



16. 

Adequate control processes and procedures are designed and 
implemented to ensure the accuracy and completeness of reported 
performance information. 



17. 

A strategic plan was prepared and approved for the financial year under 
review for purposes of monitoring the performance in relation to the budget 
and delivery by the Legislature against its mandate, predetermined 
objectives, outputs, indicators and targets [Section 68 of the MFMA]. 



18. 

There is a functioning performance management system and performance 
bonuses are only paid after proper assessment and approval by those 
charged with governance. 




38. The municipality appointed internal auditors during February 2009, being the shared 
internal auditors from the district municipality. The internal audit unit performed a Risk 
Assessment in February 2009 which was used as a basis for the audit coverage 
operational plan for the 2009/10 and a strategic plan for 2010 to 2012. Both these 

plans were approved on the 26 August 2009. 
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39. Further, an audit committee for the municipality was also appointed in February 2009 
after the internal audit unit was formulated. These governance structures were 
therefore not in operation for the full year under review. 

40. The CFO is often not physically present at the municipality to be able to provide 
guidance, training and supervision for the staff. Further, there is no adequate 
monitoring processes performed at the municipality to prevent errors from occurring. 
This is evident in the significant number of audit adjustments passed to the annual 
financial statements. 


Investigations 

41. A Value Added Tax audit is currently being undertaken by SARS to verify the value of 
the VAT refund claimed by the municipality. The VAT audit was still ongoing at the 
reporting date. 


REPORT ON OTHER LEGAL AND REGULATORY REQUIREMENTS 
Report on performance information 

42. 1 have reviewed the performance information as set out on pages xx to xx. 


The accounting officer’s responsibility for the performance information 

43. In terms of section 121(3)(c) of the MFMA, the annual report of a municipality must 
include the annual performance report of the municipality, prepared by the municipality 
in terms of section 46 of the Local Government: Municipal Systems Act, 2000 (Act No. 
32 of 2000) (MSA). 


The Auditor-General’s responsibility 

44. 1 conducted my engagement in accordance with section 13 of the PAA read with 
General Notice 616 of 2008, issued in Government Gazette No. 31057 of 15 May 2008 
and section 45 of the MSA. 

45. In terms of the foregoing my engagement included performing procedures of an audit 
nature to obtain sufficient appropriate evidence about the performance information and 
related systems, processes and procedures. The procedures selected depend on the 
auditor’s judgement. 

46. 1 believe that the evidence I have obtained is sufficient and appropriate to provide a 
basis for the audit findings reported below. 


Findings on performance information 


Non-compliance with regulatory requirements 
Internal auditing of performance measurements 

47. The Port St Johns Municipality did not develop and implement mechanisms, systems 
and processes for auditing the results of performance measurement as part of its 
internal audit processes, as required in terms of section 45 of the MSA. 
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No mid-year budget and performance assessments 

48. The accounting officer of the Port St Johns Municipality did not (by 25 January of each 
year) assess the performance of the municipality during the first half of the financial 
year, taking into account the municipality’s service delivery performance during the first 
half of the financial year and the service delivery targets and performance indicators set 
in the service delivery and budget implementation plan, as required by section 72 of the 
MFMA. 


APPRECIATION 

49. The assistance rendered by the staff of the Port St Johns Municipality during the audit is 
sincerely appreciated. 


East London 
30 November 2009 



AUDITOR-GENERAL 


SOUTH AFRICA 


Auditing to build public confidence 
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